
Public pension systems represent a large share of public spend-

ing throughout the Europe and Central Asia (ECA) region. As

noted in chapter 2, relative to international comparator coun-

tries the levels of pension spending are significantly higher in ECA

(figure 7.1). Much of the explanation for the difference lies in demo-

graphics and historical evolution—countries with older populations

tend to spend more. However, within the ECA region some countries

with younger populations, such as Turkey, spend more than some

countries with much older populations, such as Armenia and Geor-

gia, suggesting that pension policy also plays a role in determining the

level of pension spending. ECA countries tend to have more costly

systems with more generous benefits than non-ECA high-growth

comparators. Given the finding in chapter 3 that high levels of public

transfers are associated with lower economic growth, ECA countries

need to look at their competitors in the world economy and decide

whether the policies they are following will allow them to achieve

the levels of long-run growth they desire for their populations.

CHAPTER 7

Pensions

Anita Schwarz
with contributions from Ufuk Guven

217

 



218 Fiscal Policy and Economic Growth

Characteristics of ECA’s Pension Systems

The ECA region is old relative to the international comparators (fig-

ure 7.2). More than 10 percent of the population in two-thirds of the

ECA focus countries is over age 65. By contrast, only two of the seven

non-ECA comparators have populations with 10 percent or more of

the people over age 65.

Furthermore, pension systems in ECA are longstanding and there-

fore “mature.” When a pension system financed on a pay-as-you-go

basis first begins, it only collects revenue. Individuals make contribu-

tions, but almost no one has enough contributions in the first years to

receive a pension. A few contributors may suffer disability soon after

the pension system starts, but this tends to have a small effect. Thus,

“immature” systems have few expenditures and generally run sur-

pluses. As the systems mature, contributors begin to reach retirement

age, increasing expenditures of the pension system. Finally, when all

old-age retirees have spent their entire working lives as contributing

members of the pension system—a process that may take 50 to 60

years—the system is judged to be mature. Expenditures are much

higher in mature systems, and whether these systems remain in

financial balance or run deficits depends on the relative generosity of

the benefit parameters relative to the contribution parameters. Most

ECA countries have fully mature pension systems that have been in

existence for at least 50 years (figure 7.3). In the comparator coun-

FIGURE 7.1 
Pension Spending in ECA and Comparator Countries, 2004 or Latest Available Year
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tries, by contrast, pension systems are often much younger, with the

exception of Chile, Ireland, and Spain. In the youngest of these sys-

tems, Thailand, the pension system has been functioning only since

1999. A few disabled and survivors are currently collecting pensions,

but no contributors have paid into the system long enough to collect

an old-age pension.

Based on age and system maturity, pension systems in Spain and

Ireland are reasonably comparable to those in many ECA countries.

However, a third feature of ECA countries makes them different from

even these older countries with well-established pension systems,

and that is the mismatch between pension coverage and contributor

coverage. Countries around the world have different coverage rates

in their pension systems, whether old-age coverage (the percentage

of the elderly population receiving pensions) or contributor coverage

(the percentage of the working-age population or labor force con-

tributing to the pension system). Countries usually have either low

coverage for both contributors and pensioners or high coverage for

both, although there are a few exceptions. Most of the Organisation

for Economic Co-operation and Development (OECD) countries have

high coverage for both, while middle-income countries tend to have

moderate coverage, and low-income countries low coverage. ECA

countries are unique in that labor force participation and contributor

coverage had historically been close to 100 percent for both men and

FIGURE 7.2 
Old-Age Populations in ECA and Comparator Countries, 2004 or Latest Available Year
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women. As a result, most of the elderly are eligible for pensions and

are receiving them. However, the situation is very different for today’s

workers. Labor force participation has dropped, particularly among

women given the loss of state-provided childcare and other benefits,

and unemployment rates are high. Even among those working, the

informal sector attracts a substantial portion of the labor force, partic-

ularly in the lower-income countries. As a result, ECA countries are

faced with unusually high pension expenditures arising from the high

share of beneficiaries among the elderly, but such spending is not

supported by high contributions given the declining revenue base.

Figure 7.4 shows the percentage of elderly receiving pensions com-

pared with the percentage of working-age population making contri-

butions in ECA and comparator countries. The elderly are defined as

those 65 and older, while the working-age population is defined as

those between the ages of 15 and 64, inclusive.1 If countries from

around the world were presented in this figure, most would lie rela-

tively close to the 45-degree line, whether high-income countries

with high coverage for both elderly and working age or low-income

countries with low coverage for both elderly and working age. Where

the pension system is immature or where coverage is growing, which

is the case in many emerging market economies, such as the Repub-

lic of Korea and Thailand, the countries lie above the 45-degree line.

ECA countries all lie below the 45-degree line and many substantially

below, suggesting that pension expenditures in these countries are

higher than pension revenues, even more so than suggested by pure

demographics. Among the international comparators, only Vietnam,

FIGURE 7.3 
Maturity of Pension Systems
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which shares some of the transition history of the ECA countries, lies

significantly below the 45-degree line. Chile also lies below, but not

significantly so. Turkey, which does not share the transition history of

the other ECA countries, also lies below the 45-degree line, largely

because of its abnormally low retirement age, which currently stands

at 45 for women and 47 for men. The low retirement age reduces the

number of working-age individuals who are active contributors to

the pension system.

Fiscal Implications

The immediate implications of this imbalance between contributors

and pensioners in ECA are fiscal, with high levels of expenditures in

the pension system but moderately low revenues to finance such

expenditures. The initial reaction of many ECA countries to this fiscal

imbalance has been to raise contribution rates even further to coun-

teract the declining revenue. However, the original contribution rates

FIGURE 7.4 
Coverage Rates for Elderly and Working-Age Populations 
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were already high, having been set at a time when employers were

not subject to market constraints and contributed whatever the state

required. As discussed in chapter 9, these high payroll tax rates have

been one among several factors encouraging the rapid growth of

informal labor markets, further decreasing revenues to the pension

system. Several countries have reduced payroll taxes recently in an

effort to stem the growth of the informal sector and potentially raise

revenues. Nevertheless, contribution rates are still high relative to the

comparator countries, as shown in figure 7.5. Among the compara-

tors, only Spain has contribution rates of similar magnitude to the

ECA region, and half the ECA sample has rates above Spain’s. Fur-

thermore, lowering payroll tax rates is not necessarily the answer to

the fiscal problem, at least in the short run. Experience to date in ECA

and elsewhere suggests that formal sector employment may increase

somewhat from lowering payroll taxes, but the increased employ-

ment is insufficient to actually raise revenues, resulting in an even

larger shortfall between expenditures and revenues.

In the longer term, the fiscal issue could disappear if it were caused

solely by an imbalance in coverage. As pensioners whose rights are

based on the old system and their complete work histories leave the

system and are replaced by today’s workers with their incomplete

FIGURE 7.5 
Pension System Contribution Rates in ECA and Comparator Countries
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work histories, the number of pensioners will generally fall. The

expenditures needed to support this fewer number of pensioners will

thus be more consistent with the revenue being generated from

workers. However, this adjustment will take place in the context of

an aging population, which naturally tends to increase the number of

pensioners relative to the number of contributors. Furthermore, the

pension parameters themselves are still generous in these countries,

suggesting that there might not be fiscal balance even if the countries

were in a demographic steady state.

The long-term projections that are now available do not lead to the

conclusion that the problem is only short term and will disappear as

smaller numbers of today’s contributors begin to retire. Detailed long-

term projections of the pension system are available for half of the

ECA focus countries: Albania, Georgia, Romania, the Slovak Republic,

and Turkey. Some of these countries have put in place policy parame-

ters that constrain the future growth of pension levels so that financial

shortfalls are closed. However, social problems may well arise as a

result. First, if individuals see extremely low rates of return from their

pension contributions, they will have even less incentive to contribute,

potentially increasing the rate of informalization. Second, at some

point pensions may no longer fulfill their initial objective of providing

poverty relief for the elderly, and political pressure to provide better

pensions may force increases in pension levels beyond what is envis-

aged in today’s legislation. If pension levels were to rise substantially,

the pension systems would begin to face the same fiscal pressures as

the countries that have not constrained their systems.

Georgia, for example, is one of the countries that has restricted

pension levels. The pension benefit is virtually flat for most pension-

ers, aside from a few special categories. The benefit level is also

extremely low, having been raised to 17.5 percent of the average

wage in 2005 from an even lower level and having remained fixed

since then in nominal terms. Even if the pension is indexed to infla-

tion, benefits will fall and the pension system will run surpluses in

future years (figure 7.6 and 7.7). The International Labour Organiza-

tion (ILO) standard is that pension systems pay benefits equivalent to

40 percent of wages after 30 years of service. Already, the 17.5 per-

cent being paid is well below that standard and is expected to fall far-

ther given current parameters in the pension system. Should the

government attempt to raise the pension level to ILO standards,

expenditures would balloon, putting the pension system into signifi-

cant deficit.

Albania is similar in many ways to Georgia. Pension benefits are

not as low as in Georgia and there continues to be some differentia-
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FIGURE 7.6 
Georgia: Future Pension Benefit Levels
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FIGURE 7.7 
Future Financial Balance in Georgia’s Pension System
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tion in pension levels, although 57 percent and 70 percent of male

and female urban pensioners, respectively, and 100 percent of rural

pensioners are receiving the minimum pension. However, as in Geor-

gia, current parameters in the pension system result in a surplus in

the long run and a considerable reduction in benefits. The Albanian

system is driven by a maximum pension that is implicitly indexed

only to inflation. As real wages grow, pension benefits will become

increasingly constrained by the maximum pension that remains con-

stant in real terms, resulting in declining pension levels relative to

wages. Benefit levels are shown separately in figure 7.8 for urban and

rural pensioners relative to their respective wages. The sharp initial

upturn in rural pensions arises from a policy decision to equalize the

urban and rural minimum pensions by 2012. Subsequently, both

pension levels decline. Contributions are collected on current wages,

and as benefits remain fixed in real terms while wages grow, the sys-

tem will begin to run a surplus (figure 7.9). The surplus will be larger

than in Georgia because the contribution rate is higher and Albania’s

younger population results in labor force growth throughout the

period, in contrast to Georgia’s declining labor force. In Albania, as in

Georgia, the issue is whether these extremely low future pension lev-

els will be socially sustainable.

Turkey is more typical than Georgia or Albania, in that it is

expected to continue to run a deficit in the long run. However, it is

clearly atypical for the ECA region, in that large numbers of elderly in

Turkey are currently not eligible to receive pensions because they did

not contribute to the system. The main problem in Turkey stems from

the removal of a minimum retirement age in 1991, which left a 15-

year contributory period as the primary eligibility condition, enabling

people as young as 35 to retire. A 1999 law tried to fix the problem,

but the government was unwilling to impose a higher retirement age

immediately for those close to retirement. It chose instead to apply an

extremely slow phasing in of normal minimum retirement ages, start-

ing at 38 for women and 43 for men for the first cohorts to retire after

the 1999 law. Eventually the ages were to be raised to 58 and 60, but

these ages only apply to new entrants after 1999. Under the parame-

ters in the 1999 law, the pension fund balance in Turkey would

remain in deficit for the foreseeable future (figure 7.10). Deficits

would stop growing in the medium term as the increasing retirement

age counteracts the impact of an aging population. However, once the

final retirement age has been reached, the deficits would quickly

accelerate and continue to worsen throughout the period. Average

pension benefit levels would remain fairly constant throughout the

period and therefore are not shown separately. Legislation adopted by
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FIGURE 7.8 
Albania: Future Pension Benefit Levels in the Urban and Rural Sectors
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FIGURE 7.9 
Future Financial Balance in Albania’s Pension System

B
al

an
ce

as
%

of
G

D
P

−3

−2

−1

1

0

2

3

4

5

20
04

20
08

20
12

20
16

20
20

20
24

20
28

20
32

20
36

20
40

20
44

20
48

20
52

20
56

20
60

20
64

20
68

20
72

Source: Author’s calculations derived from the World Bank’s PROST model.



Pensions 227

the Turkish Parliament in 2006 raised the retirement age still further

to 65, but the law was declared unconstitutional in December 2006.

Because it is unclear how the situation will be resolved, the simula-

tions shown in figure 7.10 do not incorporate the new parameters.2

The Slovak Republic is also a more typical ECA country. It

reformed its public pension system in 2004. Individuals receive points

for each year of contribution, with the number of yearly points tied to

the individual’s salary (as compared with the average wage). Upon

retirement, these points are monetized and converted into a pension.

In 2005, the government introduced a privately managed defined-

contribution pillar. Current contributors were given an 18-month

window to choose whether they wanted to split their contribution,

with a portion going to the funded pillar and the remainder to the

public system, or to remain with the public system alone. New

entrants to the labor force were automatically enrolled in the mixed

system beginning in 2005.

Figure 7.11 shows the financial balance of the Slovak public sys-

tem alone and with the addition of the funded system. The introduc-

tion of the funded option worsens the financial condition of the public

FIGURE 7.10 
Future Financial Balance in Turkey’s Pension System

B
al

an
ce

as
%

of
G

D
P

−8

−7

−6

−5

−4

−3

−2

−1

0

20
02

20
06

20
10

20
14

20
18

20
22

20
26

20
30

20
34

20
38

20
42

20
46

20
50

20
54

20
58

20
62

20
66

20
70

20
74

Source: Author’s calculations derived from the World Bank’s PROST model.



228 Fiscal Policy and Economic Growth

pension system in the short run, because contributors who choose to

join the funded system contribute less revenue to the public system.

Because the elderly had rights in the old system, the public system’s

expenditures do not change in the short and medium run but fall in

the long run as these people leave the system altogether. Those who

belong to the mixed system receive smaller public pensions in the

longer run, lowering the expenditures of the public system and

improving its balance. The initial improvement in the financial bal-

ance comes from parametric reforms of the public system introduced

in 2004, including an increase in the retirement age.3 The improve-

ment over time reflects a new equilibrium between contributors and

beneficiaries coming both from increased demographic stability and

increased balance between coverage of contributors and beneficiaries.

Average pension levels are expected to remain fairly constant through

the simulation period for the mixed system and thus are not shown

separately.

The final country, Romania, represents a mixture of the Georgian

and Albanian systems and that of the Slovak Republic. The Slovak

system maintains deficits in perpetuity, but pension levels do not

FIGURE 7.11 
Future Financial Balance in the Slovak Republic’s Pension System
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decline over time. In Romania, the pension system approaches equi-

librium but benefits do decline, although not as sharply as in Geor-

gia or Albania (figures 7.12 and 7.13). The Romanians have also

moved to a point system, but in their case the value of the point is

left to the discretion of the policy maker. The average benefit given

to a new retiree must lie between 30 and 50 percent of average

wage after completion of the required length of service, which

moves over time to 35 years for men and 30 years for women. The

indexation of the pension postretirement is also discretionary,

depending on the finances of the system. Baseline 2 shows the

financial balance and the benefit ratios if the postretirement pen-

sion is indexed to inflation. Baseline 1, which shows a worse finan-

cial balance but higher benefit level, uses an indexation value some

50 percent higher than inflation, which has been typical of increases

in recent years. In both cases, benefits fall below the ILO’s 40 per-

cent standard and fiscal balances improve in the very long run, as

demographics stabilize and the coverage rates among contributors

and beneficiaries become aligned.

In sum, while the long-run rebalancing between contributors

and beneficiaries is expected to improve the fiscal balances of pen-

sion systems in ECA, it will not be sufficient to eliminate deficits

while maintaining reasonable benefit levels in the future. Those

countries that eliminate deficits are likely to do so at the cost of very

low pensions, while those that maintain benefits are likely to

remain in deficit.

FIGURE 7.12 
Future Financial Balance in Romania’s Pension System
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Social and Poverty Implications

While the fiscal problems associated with pension systems are very

real, it is important to recognize that ECA’s pension systems have

had a positive impact on poverty reduction. Pensions are not nec-

essarily well-targeted in the ECA region, but their coverage is wide-

spread, and in some countries the benefit levels have been high

enough to support multiple people on one benefit (World Bank

2005d). In other countries, however, the benefit is insufficient to

keep most elderly households out of poverty. In Armenia, for

example, the average pension is only 65 percent of the extreme

poverty line. But even in Armenia, some 6–12 percent of the one-

third of the population living in extended families where an elderly

person would be poor without the pension, and an additional 5–14

percent of the population would be extremely poor without the

pension (World Bank 2003a). Of eight countries reviewed for this

study,4 the pension played a significant role in reducing poverty in

all but Croatia.

The situation is quite different in most of the developing world,

where the elderly are less often the poorest members of society (Kak-

wani and Subbarao 2005). There tend to be fewer elderly in develop-

ing countries, and the really poor often do not survive until old age.

FIGURE 7.13 
Romania: Future Pension Benefit Levels
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With much lower coverage, those who are covered by pensions tend

to be the higher-income people within their cohort, often those with

public sector or other formal sector employment. Furthermore, most

developing countries have a high rate of cohabitation, with the eld-

erly often residing in households with younger family members.

Income sharing occurs in both directions, and there is little difference

in poverty rates between the elderly and the younger generations. In

contrast, in much of the developed world the elderly live as couples

or alone (Whitehouse 2002). Without pensions, most of these elderly

would be poor. Coverage is also relatively high despite lower women’s

labor force participation rates in some countries, because women

often qualify for widow’s pensions even when they have not been

employed themselves.

ECA countries tend to fall in a middle ground. They have the high

pension coverage of OECD countries, but cohabitation across genera-

tions is increasingly common as a means of income sharing. It is likely,

however, that far fewer members of today’s labor force in ECA will

have pension rights when they retire. As a result, while the pension

system reduces poverty today, it is less likely to play that role in the

future. Figure 7.14 shows the potential future drop in elderly benefi-

ciaries in Albania as a percentage of the elderly population. While the

drop in Albania is particularly steep, all the ECA countries are likely

FIGURE 7.14 
Future Drop in Elderly Receiving Pensions in Albania
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to experience a fairly substantial fall in the percentage of elderly eli-

gible to collect pensions in the future.

This drop in coverage has two implications for the future. First,

because today’s contributors tend to have higher incomes than non-

contributors, transfers to cover pension system deficits in the future

are likely to become more and more regressive, as future expendi-

tures are focused on those lucky enough to have maintained high-

paying formal sector jobs while the revenues are drawn from a

broader population. To avoid this regressivity, pension systems must

become increasingly self-financing, supported primarily by revenues

provided by contributors and their employers. Second, as the per-

centage of elderly receiving pension benefits falls, governments may

need to provide additional social assistance to the uncovered elderly

to make sure they do not fall significantly below the poverty line.

Thus, projections of fiscal improvements in the pension system may

be misleading, offset by additional social assistance expenditures

needed to alleviate old-age poverty of the uncovered elderly.

Options for Reform

What scope exists for further parametric reform in today’s pension

systems? Parameters in ECA focus countries and non-ECA high-

growth comparators may look similar on average; thus it may not be

readily apparent that ECA countries have scope for further reform.

However, many of the comparator countries are on quite different

points in the evolution of their pension systems. Young countries

with rapidly expanding labor forces or with very new pension sys-

tems can afford to provide generous benefits because their pension

expenditures are quite small. It is only when these countries face fis-

cal constraints that they must tighten their pension parameters.

Retirement Age

A critical parameter is the retirement age, which is still relatively low

in ECA countries. Retirement ages already legislated for future

retirees are shown in figure 7.15. However, it should be noted that

the ages shown for the ECA countries are not the ages in force today.

In all cases, the ages shown are the eventual retirement ages when all

current laws become fully effective. Current retirement ages are con-

siderably lower. Furthermore, countries often allow early retirement

to certain older workers, and most ECA countries make generous use

of such provisions. So not only are legal retirement ages, which are
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lower in ECA countries than in comparator countries with older pop-

ulations, lower than what is shown, but effective retirement ages are

also often substantially lower than the legal retirement age.

Two trends stand out in figure 7.15. First, with the exception of the

Slovak Republic, none of the ECA sample countries have equalized

retirement ages for men and women. By contrast, five of the seven

international comparators apply the same ages for men and women.

There is little justification for maintaining an age differential between

men and women. Women live longer than men—much longer in

ECA,5 and maintaining a lower retirement age for women results in

an almost doubling of the period during which benefits are received

for women relative to men. Second, while the younger comparator

countries tend to have lower retirement ages, the older comparator

countries have moved the retirement age to 65 for both men and

women. Among ECA countries, the retirement age is only slowly

moving to 65 for men, and no country among the sample has yet

adopted 65 as the retirement age for women. Retirement age is a

powerful parameter within the pension system, and this analysis sug-

gests that there is still room for a further tightening of the official

retirement age and for reducing the practice of freely allowing early

retirement.

FIGURE 7.15 
Retirement Ages in ECA and Comparator Countries
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Indexation

Indexation is another parameter that can help to reduce pension

costs. However, the issue is highly politicized given wage trends dur-

ing transition. Before 1991, pensions were provided in a non-market-

constrained economy and were generally relatively high. Since then

most countries faced with high pension spending have undertaken

reforms to reduce pension levels. At the same time wages tended to

fall during the transition recessions in the 1990s, and pensions based

on the new wage levels were lower than they had been previously.

Now, as economies recover and wages rise, there are political pres-

sures to raise pensions together with wages. Given the number of

pensioners and their political power, governments are likely to agree.

As a result many ECA countries routinely increase pensions by more

than inflation.

Table 7.1 shows the indexation schemes in the ECA focus coun-

tries and the comparator countries. Of the 10 ECA countries, just

three have legislation that links pension increases to inflation only,

and only Poland actually follows price indexation (and has done so

just since 2005). The majority of the rest have routinely awarded

higher increases than inflation would justify, some by law and some

on an ad hoc basis. Indexation in Armenia and Georgia is ad hoc and

is routinely below the inflation rate, which explains their low levels

of pension expenditures. Ukraine had legislated indexation to consist

of 20 percent of wage growth and 80 percent inflation unless the

inflation rate is higher than wage growth (in which case it became

100 percent inflation). However, before the last election, the previous

government dramatically increased the level of the minimum pen-

sion, raising expenditures almost 50 percent. The government was

subsequently forced to underindex pensions to reduce costs. Among

the international comparators, three countries index to inflation and

a fourth increases pensions on an ad hoc basis meant to be in line

with inflation. Only Ireland raises pensions along with average wages.

Vietnam indexes pensions to growth in the minimum wage, which

may or may not be linked to economywide average wage growth.

Benefits

Comparisons of benefit levels are difficult because of the different

ways of computing benefits, but table 7.2 tries to provide some cross-

country comparison. The accrual rate, which is the benefit paid per

year of service (if applicable), covers a wide spectrum in both the ECA

focus countries and the comparator countries. The situation is further
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complicated by the wide variety in benefit calculation schemes. In the

traditional defined-benefit scheme, the accrual rate is the central fea-

ture. Individuals receive, for example, 2 percent of their average pen-

sionable wage for every year they have contributed, subject to some

minimum and maximum. There are still complications because dif-

ferent countries use different averaging periods—such as lifetime,

three years, five years, or best three out of last ten—to calculate the

pensionable wage. Furthermore, wages are rarely averaged at their

nominal values to calculate the pensionable wage; they are typically

revalued in line with inflation or average earnings growth to create a

reasonable pensionable wage for the retiree.

At least four other types of benefit determination exist in this group

of countries. Some countries—Armenia, Georgia, and Albania—make

a flat payment irrespective of an individual’s earnings, and in some

cases irrespective of the years of contribution. This can be in lieu of or

in addition to a pension linked to earnings or years of contribution.

Because these flat payments are typically indexed on an ad hoc basis,

they are difficult to convert to a comparable accrual rate. Among the

comparators, Ireland calculates the pension as a flat payment based

on years of service, and Korea has a component that is flat.

TABLE 7.1  
Pension Indexation Post-Retirement in ECA Sample and International Comparator Countries

Inflation Wage
Country (%) (%) Other

Albania 100 n.a. Set to inflation by law, but in practice always higher
Armenia n.a. n.a. Ad hoc basis
Croatia 50 50
Georgia n.a. n.a. Ad hoc basis
Kyrgyz Republic n.a. n.a. Ad hoc basis
Poland 100 n.a.
Romania n.a. n.a. Ad hoc, but usually higher than inflation
Slovak Republic 50 50
Turkey 100 n.a. Set to inflation by law for main schemes, but in practice always higher
Ukraine 80 20 Slightly below inflation following the 2005 minimum pension increase
International Comparators
Chile 100 n.a.
Ireland n.a. 100
Korea, Republic of 100 n.a.
Spain 100 n.a.
Thailand n.a. n.a. Ad hoc, but meant to accommodate inflation
Uganda n.a. n.a. Paid as lump sum
Vietnam n.a. 100 Grows with minimum wage

Source: World Bank Social Protection Database.
Note: n.a. = Not applicable.
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A second type of benefit calculation uses the point system, where

individuals get points for each year of contribution proportional to

their contributory wage relative to average wage. These points are

then converted to pensions at retirement. If the point value is indexed

to average wage growth, as in the Slovak Republic, these systems are

almost identical to the conventional defined-benefit system, with the

value of the point as a percentage of average wage serving as an

accrual rate. However, in other countries, such as Croatia, the value

TABLE 7.2  
Benefits Provided in ECA Pension Schemes and in Comparator Schemes

Country Accrual rate Details of formula calculation

ECA sample countries
Albania 2% Albania provides a basic pension equal to the minimum pension of about 38 

percent of average wage for 35 years of service plus 1 percent of lifetime 
average wage per year of service, but the benefit is highly constrained by lim
its on the maximum pension 

Armenia n.a. Base pension of 3,000 drams plus 140 drams per year of contribution 
multiplied by a coefficient (roughly $US 6 for the pension and 0.25 per year of 
contribution

Croatia 0.825% Covers only the public pension, which is calculated on a point system; there is 
a mandatory private part as well.

Georgia n.a. Flat rate of 28 lari per month (roughly $15)
Kyrgyz Republic n.a. Basic flat rate of 222.6 soms, but not less than 12 percent of average wage 

after 25/20 (25 for men, 20 for women) years of service plus 1 percent for 
each year before 1998 and notional account thereafter; minimum pension is 
100 percent of minimum wage (roughly $5)

Poland 0.67%a Notional account system, but with mandatory funded system
Romania 1.4% for men; 1.67% for women Point system
Slovak Republic 1.19% Point system but also has a mandatory funded pillar
Turkey 3.5% for first 10 years; n.a.

2% for next 15 years; 
1.5% thereafter

Ukraine 1% n.a.
International comparator countries
Chile n.a. Privately managed funded system
Ireland n.a. Flat benefit designed to be approximately 34 percent of average wage after 35 

years of contributions
Korea, Republic of 1.5% Pensionable base is average of own lifetime earnings and average earnings of 

all insured for past three years
Spain 3% n.a.
Thailand 1% n.a.
Uganda n.a. Provident fund paying lump sum 
Vietnam 3% for first 15 years; n.a.

2% for men and 3% for women for each 
additional year

Source: World Bank Social Protection Database.
Note: n.a. = Not applicable. Accrual rate is the benefit earned per year of contribution as a percentage of previous wages.
a. Estimated by Whitehouse (2006).
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of the point is indexed to a mix of inflation and wage growth, sug-

gesting that the point as a percentage of average wages will generally

decline over time. In such systems there is no unique accrual rate. In

other point systems, as in Romania, the value of the point is deter-

mined on an ad hoc basis within certain bounds, again yielding no

unique accrual rate.

The third type of pension calculation is the notional account calcu-

lation, as used in Poland and the Kyrgyz Republic. In this case, an

individual’s contributions accumulate in an account on which an

interest rate is paid, the rate tied to some indicator in the economy

such as wage growth. On retirement, the accumulated account bal-

ance is converted into an annuity taking into account life expectancy

at the age of retirement. Because the variable to which the notional

interest rate is tied varies and life expectancy is expected to grow over

time, again the accrual rate will not be unique.

Finally, the last form of benefit calculation is to allow the contribu-

tions to accumulate in an investment account that pays interest

according to the investments of the fund. Pensions are determined at

retirement from the account balance and current life expectancy.

Poland, Croatia, and the Slovak Republic incorporate this type of sys-

tem within their overall pension structure, and Chile and Uganda rely

on it completely. But again, accrual rates are difficult to determine

because they depend on the underlying changes in interest rates and

life expectancies.

Given these complexities, it is difficult to determine whether ben-

efit levels are higher or lower in ECA countries than in comparator

countries on the basis of table 7.2. Benefit rates above 1.5 percent per

year are generally not financially sustainable in the long run, which

suggests that benefits in Turkey are probably too high. Albania also

looks suspect, although its stringent maximum limits have resulted in

much lower pensions than would appear to be the case on the basis

of the formula alone.

Funded Pillars

Several ECA countries have moved to reduce their public pension lia-

bilities not by parametric adjustments alone, but by also moving to

privately managed defined-contribution systems. Croatia, Poland,

and the Slovak Republic are among the countries that have intro-

duced such funded pillars. In each of these cases, a portion of the total

contribution is diverted to the privately managed funded accounts in

return for a reduction in the public pension that individuals will

receive upon retirement. Introducing such a system involves giving
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up current contribution revenue, resulting in a higher deficit in the

short run, but it results in reduced public liabilities in the future.

Is this a strategy the rest of the ECA region should follow? For this

strategy to work, individuals need to feel that their savings are safe,

which requires that governments provide significant regulation and

supervision of private pension funds. Investment strategies generally

need to allow for foreign investment of some of the money. And the

transition from one pension system to another must be fiscally afford-

able. Many of the early transformers have used privatization rev-

enues to help offset the costs of the transition. Unless these

preconditions exist in the remaining ECA countries, the policy is

unlikely to provide adequate returns and may result in demands for

further government intervention.

Contribution Rates and Coverage

Accompanying the move to flat income tax rates (see chapter 8),

many policy makers in ECA countries have looked at the high payroll

contribution rates and suggested that lower rates might result in

higher revenue. Still others look at the enormous growth of infor-

mality in these countries and seek to lower contribution rates to stem

the tide toward informality of labor markets. Many ECA countries

have already lowered their pension contribution rates or are planning

to do so soon in hopes of increasing coverage and compliance.

While formal sector employment may increase somewhat as a

result of lower payroll taxes, international evidence suggests that the

increase will be insufficient to counteract the reduced revenue from

the lower tax rate, much less actually increase revenue, as discussed

further in chapter 9. After reviewing a variety of international evi-

dence, Hamermesh (1993) concludes that employment should be

expected to increase about 0.3 percent for each percentage point of

decrease in the payroll tax rate.6 Because this magnitude is insuffi-

cient to keep revenue neutral, most countries cutting payroll taxes

will experience an immediate reduction in revenue, threatening the

surpluses in Albania and Georgia and exacerbating deficits in the oth-

ers. In addition, there is a fundamental difference between pension

contributions and other types of tax revenue. Each contribution in a

pension system comes with a liability for future benefits. Assuming

that the pension systems were actuarially balanced before, cutting the

contribution rates without changing benefits puts them actuarially in

deficit. Increasing the number of contributors in a scheme that is

actuarially unbalanced will raise long-run deficits, making such a

strategy a loser both in the short and long runs. Because most of the
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countries do not have actuarially balanced systems to begin with,

raising the number of contributors only exacerbates the existing long-

run deficit. While the increased formalization of workers may have

other benefits, this potential negative fiscal consequence needs to be

considered when enacting policies to increase formalization.

Internationally, contributor coverage seems to be related to income

per capita, with higher income per capita leading to higher contribu-

tor coverage, as shown in figure 7.16. Some types of economic activ-

ity are more amenable to being included in the formal pensionable

sector than others. The typical types of activities heavily engaged in

by low-income countries, such as agriculture and very small scale

business, are ones where compliance is difficult to enforce in every

country. In addition, higher-income countries tend to have better

institutional and administrative capacity to enforce compliance. But

even in higher-income countries coverage rates are falling, not rising.

As the economic structure changes in favor of smaller, more dynamic

companies, and as job switching becomes more common in lieu of

lifetime employment with a single large employer, workers and their

FIGURE 7.16 
Pension Contributor Coverage in ECA Focus Countries Compared with International Averages
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employers are finding ways to avoid paying payroll taxes in even the

richest countries. Thus, even the highest-income countries may have

reached a plateau on coverage.

Figure 7.16 shows the results from a regression analysis of data

from 87 countries (Palacios and Pallarés-Miralles 2002). What is clear

from this analysis is that many of the ECA countries are still outliers

even today. Albania, Armenia, Georgia, the Kyrgyz Republic, Poland,

and Ukraine and all lie well above the internationally derived cover-

age graph, suggesting that these countries have higher coverage rela-

tive to other countries at their income levels. The likelihood of any of

these countries increasing coverage further through either policy or

administrative measures is low. Decreasing contribution rates would

unambiguously reduce revenue. While this could potentially spur

employment, it would put additional strain on pension financing.

However, both the Slovak Republic and Turkey have greater potential

to raise coverage. Croatia and Romania are not labeled on the figure

because both countries lie essentially on the regression curve.

The move toward lower contribution rates without commensurate

reductions in benefits is troubling on a number of other grounds. As

the pension schemes earn less revenue, government resources earned

from other sources are used to cover the resulting deficit as a supple-

mental source of finance. Because pensions are generally designed to

be linked to contributions, which are themselves linked to wages,

higher-income people generally receive higher pensions. As a result,

tax revenue, which is often more broadly based than payroll taxes, is

used to support pensions for a subset of the population that typically

earns higher incomes than the overall population, and in such a way

that the highest-income individuals get the highest benefit.

In the ECA context, the distinction between covered and uncov-

ered segments among the retiree population is not yet that large, but

it will grow in the next 25 years. However, in most countries greater

benefits already go to higher-income individuals. Even in countries

like Georgia, where benefits are almost equal, the categories receiving

higher benefits and special privileges are all higher-income individu-

als. From an equity point of view, subsidizing pension systems from

general revenues is an extremely regressive use of public finance.

While this may be acceptable in the short run during a transition

period in an ongoing reform, in many of the cases where contribution

rates have been reduced, the imbalance is permanent and not likely

to improve substantially over time.

The political economy of the social insurance system also becomes

altered when the government starts making substantial contribu-
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tions. When the system is just employer and employee financed, indi-

viduals who have not made contributions are not given pensions

because they have not earned the right to a pension. However, when

the system is half financed from government revenue it becomes dif-

ficult to deny pensions to those who contributed to general revenue

but did not make explicit pension contributions. The government

financing component makes pensions more a social policy than an

acquired right that one has to pay contributions to earn, making it

difficult for governments to deny similar benefits for the individuals

who are among the poorest of the elderly.

In sum, governments need to consider a broad range of trade-offs

in deciding whether to lower payroll taxes as a means of increasing

employment and formalization. To the extent that formalization does

increase, there may be significant fiscal costs, and to the extent that

increasing pension deficits must be funded by general revenues, there

may be serious equity and political economy issues. If pension bene-

fits are linked to earnings, rather than being replaced, as in Georgia,

by minimum social assistance payments across the board, it is critical

that contribution rates be sufficient to keep them self-financing.

Two Strategies for Reform

Given the variance of income and institutional capacity within the

ECA region, we would propose two separate reform strategies, one

more appropriate for lower-income countries and the other for mid-

dle- and higher-income countries. In addition, it may be worth sepa-

rating the design of the pension system for future retirees from the

issue of how to finance the cost of today’s large retiree population,

although avoiding an abrupt change in policy suggests that there

needs to be a transition between the two.

Lower-Income Settings

For the lower-income countries, the likelihood of raising coverage

enough that most elderly of the future will receive pensions from a

contributory pension system is small. Given that the bulk of the eld-

erly will either receive no pensions or only small pensions because of

incomplete contribution years, these countries need to consider other

options for providing assistance to the elderly. The most likely options

are a universal pension given to all individuals above a certain age, or

a means-tested pension given to all individuals above a certain age
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and below a certain income level. Either option would be financed

from general revenue but would not cause the equity problems found

with government financing of contributory pensions, because the

pensions would be available to all and the benefit would either be the

same for all or would fall as income goes up.

One advantage of delinking the pension from contributions is that

governments are then free to set the level of the pension based on

what is financially feasible rather than on the basis of what is owed to

a pensioner. While a universal pension is more expensive and less tar-

geted, it is easier to administer, resulting in lower administration

costs. If the pension is low enough, the affluent often do not bother

to register, improving the targeting somewhat. And it is possible to

tax the pension when income passes a certain threshold, again

improving the overall targeting of the pension. However, a means-

tested pension may be a better choice in countries where means-test-

ing mechanisms are already established. The means-testing can be as

rudimentary as checking whether the individual qualifies for some

other type of pension if one exists. However, when other systems

exist, the means-tested pension may reduce the incentives to make

contributions to the contributory systems. Keeping the level of the

social pension low or raising the threshold age at which the means-

tested pension becomes available may limit the disincentives arising

from instituting such a pension.

Depending on existing arrangements, the universal or means-tested

pension can be complemented by a self-financing pension for either a

subset of the population on a mandatory basis, such as the public sec-

tor or formal sector workers, or for the whole population on a volun-

tary basis. Middle- and higher-income individuals will want some

mechanism to smooth their lifetime consumption and provide a living

standard closer to what they were accustomed to during their working

lives. Because such mechanisms may not automatically exist in an

economy, the government may need to nurture their development or

even provide them. Ideally, the pension should be provided on a

defined-contribution basis by private providers. Such a system delivers

the best return for the contribution in the context of an aging popula-

tion and limits government liabilities toward a subgroup of individuals

who either self-select themselves or are chosen as the ones to be cov-

ered under the system by the government. In either case, the individ-

uals tend to be higher income and should not produce liabilities for the

government. However, for such a system to succeed, financial markets

and institutions must exist and function well at a rudimentary level at

least, and the government needs to provide responsible supervision
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and regulation of the system. If the mechanism is provided on a vol-

untary basis, financial markets can be allowed to develop as the pen-

sion system itself grows. If the mechanism is provided on a mandatory

basis, the financial market must already be at a certain level to make

the mandatory pension contribution secure and worthwhile (Rocha

and Rudolph 2007). However, aside from greater public responsibility

when a system is mandatory, the distinction between mandatory and

voluntary systems becomes blurred in an environment where enforce-

ment and compliance are limited.

If the appropriate financial market conditions do not exist, the

country could consider a small, self-financed, publicly managed pay-

as-you-go system that is actuarially balanced in the long run for those

who are able and willing to contribute. The important point is that

this system must be self-financed and not rely on government subsi-

dies, either in the short run or in the long run. Because it is not being

provided to the entire population, it should not cause the govern-

ment to incur net liabilities.

How does a country move from the current system of payroll-

financed contributions to a universal pension financed out of general

revenue? In Georgia, little transition is required. Georgia currently

has a universal pension for all practical purposes. All elderly individ-

uals with five years of work history receive a flat amount per month,

with the exception of a few special categories. Almost all individuals

can provide sufficient evidence of five years of work history because

labor force participation was mandatory during socialism. Almost

anything constitutes sufficient evidence because authorities do not

have their own records with which to check work history. In Georgia,

the authorities would merely have to declare the current pension to

be universally available and would have to determine whether the

current 20 percent social tax on wages is the least distortionary mech-

anism to finance this pension. Armenia is in a similar situation, as is

Albania, to a lesser extent, as well as several other lower-income ECA

countries. In Albania, well over half of current beneficiaries receive

the minimum pension. For those who receive more already or expect

to receive more based on past contributions, the government would

incur transition costs in paying for the higher pensions these workers

and pensioners have already accrued on the basis of contributions,

while the contribution revenue disappears. However, there are ways

of making these costs more manageable, such as by removing wage

taxes only for those below a certain age or by raising both legal and

effective retirement ages and making other adjustments to the bene-

fits provided.
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Middle-Income Settings

For middle-income countries, a contributory pension of some type

would be beneficial. Pension systems serve two objectives: (a) to alle-

viate poverty among the elderly and (b) to allow pensioners to

achieve similar levels of consumption during their retirement as they

achieved during their working years. For the first objective, the social

or universal pension is an appropriate tool, but because its focus is

poverty alleviation it is unlikely to provide enough income to replace

the previous income of middle- or high-income individuals. Because

no society wants deprivation among the elderly, the primary focus

has to be on the first objective in cases where resources and institu-

tional capacity are limited. However, countries with more resources

and more institutional capacity can also make some headway toward

achieving the second objective.

Middle-income countries can look to the contributory pension sys-

tem as the main foundation of their old-age support, expecting at

least half or more of the labor force to actively contribute to the pen-

sion system. However, this contributory system would need to be

complemented by some form of social assistance for those elderly

who either do not contribute or for whatever reason cannot con-

tribute. Because more than half of the elderly would have a contrib-

utory pension income during their old age, this social assistance

should ideally be means-tested so that it focuses only on those who

do not have contributory income. There are examples worldwide of

higher-income countries that have chosen to provide all elderly with

some basic pension, Canada being notable among these. This social

pension can be provided to only those who have no contributory

pensions or can include those who have contributory pensions, but at

such low levels that they should receive some supplement from the

state. In these cases, the social pension serves as an alternative to a

minimum pension in the contributory system.

On the contributory side, the pension can take a number of forms.

It can be a purely defined-contribution pension, where individuals

and their employers put their contributions in individually owned

retirement savings accounts that invest in a variety of financial mar-

ket instruments that generate interest earnings for the workers. Upon

retirement, these accounts are typically converted into annuities or

other forms of periodic payment generating a stream of income for

the elderly. The government in this case has the responsibility for

supervising and regulating these retirement savings accounts, but

does not face additional liabilities. There may be a small liability if the

government provides a minimum pension guarantee to individuals,
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the size of which depends on the amount of the minimum pension

and the conditions under which it becomes available. Chile, for exam-

ple, has moved its pension system to a defined-contribution system.

The other extreme is Ireland, which has a public contributory system

but only provides individuals with a flat payment depending on years

of service but not related to previous income level or the amount of

individual contributions. In between are countries like Spain, which

provide a public pension related to both the level of contributions and

the years of service.

In looking at future contributory systems, countries need to be

careful to design a structure that is self-financing in both the short

run and long run. There is obviously a relationship between the level

of benefit to be financed and the payroll contribution rate that will

finance this benefit in a sustainable way. Despite the historically high

benefit rates in the ECA region, countries now have to consider more

modest benefit rates for at least three distinct reasons. First, the high

labor taxes required to finance a high level of benefits clearly distort

the labor market, both discouraging business investment and reduc-

ing formal employment. Tying contributions to benefits, so that these

labor taxes are regarded as deferred income rather than distortionary

taxes, is an improvement but has not reduced distortions as much as

had been hoped (see chapter 9).

Second, individuals have different preferred time paths for their

consumption. Some prefer to save early in life and consume later in

life. Others with higher discount rates prefer to consume when young

and to live more sparely in old age. Individuals will be happiest when

they are allowed to live as they wish. Governments, however, are

interested in preventing old-age poverty and are generally not willing

to allow old-age deprivation even if that were the individual’s choice.

In addition, individuals can be myopic and not make the correct

choices early in life. While these are arguments for government man-

dates for pension contributions, these are not arguments for a high

level of mandatory benefits or for the high payroll taxes required to

finance high benefits. Governments need to think of modest manda-

tory contributory systems, not the generous systems of the past.

Finally, pensioners typically need far less income than working-

age people. The household size for a pensioner is typically smaller,

reducing the number of people requiring support. Furthermore,

nutrition requirements fall with age, the elderly rarely pay payroll

taxes and often pay less in other taxes as well, and the elderly can

engage in less costly activities than working-age individuals whose

time is more constrained. The one expense category that increases

markedly for the elderly is health care, including pharmaceuticals.
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Each country needs to evaluate the appropriate requirements of a

pensioner, taking into account its own health care system and what

the pensioner needs to spend out of his or her pension to accommo-

date health needs. While historical pension systems in ECA provided

60–100 percent of gross wages earned while working, mandatory

pension systems should typically provide only about 40 percent of the

average wage at a cost of about 15–20 percent of the wage as contri-

bution. Individuals can be encouraged to save beyond this level

through other systems.

In what form should this pension be provided? In an ideal world,

individuals should save money as mandated by government and then

finance a pension from these resources when they cannot work. Such

a system eliminates liabilities for governments, eliminates arbitrary

intergenerational transfers, and results in the least distortionary

incentives for individuals. However, when public pension systems

were first being designed in Europe and elsewhere, sufficiently secure

financial institutions did not exist to intermediate between genera-

tions. Thus, governments became the intermediary, taking contribu-

tions from one generation and using them to pay benefits to the older

generation, with the promise that the next generation’s contributions

would be used to pay benefits to the current contributing generation.

When these systems first began, there were few elderly and many

workers, and it was possible to pay generous benefits for the few eld-

erly with minimal contributions from each of many workers. The sys-

tems then became politicized, and additional and more generous

benefits were added in response to political pressures. Demographic

changes also began to equalize the sizes of the beneficiary populations

with the contributing populations, forcing rises in contribution rates,

while changes in benefits or benefit eligibility was strongly resisted,

resulting in fiscal problems for most European and other OECD pen-

sion systems today.

ECA countries should not replicate the historical path of the more

developed countries, but rather find an approach that suits where

they are today and that is appropriate given their demographic and

institutional situations. While the domestic financial markets of

many ECA countries are not much different from what Western

Europe faced when it made the choice of publicly provided pension

systems, the demographics are much less favorable, with many ECA

countries having rapidly aging societies. Given these demographic

conditions, pay-as-you-go public pension systems, where contribut-

ing generations pay for the benefits of the elderly, will be quite

expensive as the contributing populations shrink relative to the ben-

eficiary populations. These systems are also difficult to dismantle,
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suggesting that even younger countries want to be careful in insti-

tuting such systems. However, international financial institutions do

exist that can handle savings from individuals, although exchange

rate issues may limit the extent to which countries may wish to have

their pension savings invested abroad. Furthermore, savings systems

do impose financial market risk on individuals who may have lim-

ited capacity to absorb such risk. For these reasons, countries like

Poland and the Slovak Republic have chosen to adopt a mixed

design, where part of the pension continues to be provided through

the public system (which might ultimately offer lower rates of return

but may be less variable), and the remainder is invested by the indi-

vidual in private pension funds (which are expected to offer higher

rates of return). While the ideal weighting of the two parts of the

pension system depends on many factors (including preferences for

public versus private provision), and the design of the public part can

take many forms (from Poland’s notional accounts to the Slovak

Republic’s point system to Turkey’s conventional defined-benefit

system), most middle-income ECA countries would be best served if

their modest contributory pension systems included elements of

both a savings system and a pure publicly provided system. As noted

above, these need to be complemented with mechanisms to provide

for those who are unable to contribute for whatever reason. Given

the modest scale of the benefits, they also need to be complemented

with opportunities for individuals to save more and accumulate

more generous pensions if desired.

The system just described would be an ideal system if the policy

maker were starting from no pension system. But all ECA region

countries already have pension systems, and these initial conditions

will strongly determine how quickly or even if such a system can be

adopted. Two primary obstacles arise in moving to a mixed contribu-

tory system. First, when individuals contribute to their own savings

accounts, that portion of their contributions can no longer be used to

finance benefits for the current elderly, requiring additional govern-

ment financing to cover these benefits. Depending on the number of

elderly, the level of their benefits, and the extent of contributions

diverted to individual accounts, these costs can be formidable. Sec-

ond, domestic financial markets may not provide sufficient and secure

assets in which these savings can be invested. While countries such as

Poland, the Slovak Republic, Croatia, and Romania—which are

members of the European Union—face fewer problems with invest-

ing abroad, countries like Kazakhstan (which has also adopted the

individual savings account approach) may face greater difficulties.

Exchange rate risks and domestic opposition to foreign investment of



248 Fiscal Policy and Economic Growth

scarce domestic capital may limit foreign investment options while

domestic options are scarce.

Regardless of whether a funded pillar is feasible, public pay-as-

you-go systems can be reformed by raising retirement ages, reducing

early retirement, only linking increases in pensions to inflation,

adjusting benefits where needed, and improving administration and

governance. At the same time, countries should try to deepen their

domestic financial markets, which will improve economic perform-

ance and welfare regardless of the pension system. When transition

costs to a funded pillar are not formidable and when domestic finan-

cial systems are deep enough, the country can consider adopting a

funded system if it so desires.

Conclusions

This chapter has reviewed the fiscal implications of pension systems

in ECA and suggested paths for reform to balance fiscal needs with

social protection and poverty reduction among the elderly. ECA faces

a unique combination not present in other high-growth comparators:

(a) a historical legacy of high pension coverage and generous pension

benefits; (b) a rapid decline in recent years in labor force participation

and thus in the number of pension contributors; and (c) a rapidly

aging population. This combination of factors creates strong fiscal

pressures, and none of the systems surveyed will achieve fiscal bal-

ance in either the near term or the long term under current projec-

tions while providing reasonable benefits to contributors. It will be

necessary to still further alter parameters—raising retirement ages,

lowering benefit levels, and limiting indexation—if countries are to

reduce fiscal pressures and free up public resources for growth-

enhancing expenditure.

The chapter proposes separate strategies for low-income and mid-

dle-income countries. As a basic system, low-income countries

should opt for a simple low-rate benefit available to all elderly peo-

ple (or targeted to the poor) and financed out of general government

revenues (as is being adopted, for example, in Georgia). This can be

supplemented by contributory systems for subsets of workers, but

the latter should be wholly self-financing to avoid regressive fiscal

transfers. Middle-income countries have the administrative capacity

and financial systems to support contributory systems for a broader

set of workers and can draw from various models that have been

successful elsewhere. Again, parameters should ideally be set to
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ensure self-financing, which would require a reduction in benefits in

most ECA countries.

Reforms will inevitably meet political resistance, and strong lead-

ership over the long term will be required. However, the importance

of these reforms must not be underestimated—they are essential for

sustained economic growth.

Notes

1. For the ECA countries, in most cases age-specific data on pensioners and
contributors was compared with age-specific population data. However,
the data correspond to specific years for which data were available rather
than the same year for all countries. For the international comparators,
data on pensioners and contributors were not age-specific; all pensioners
were attributed to an elderly population and all contributors were attrib-
uted to working-age population. Had the same methodology been
applied to ECA countries, they would have appeared even farther to the
right than shown in figure 7.4, given the prevalence of early retirement
in ECA countries. While the data shown are not strictly comparable, it
does serve to illustrate a fundamental difference between ECA and non-
ECA countries.

2. The 2006 law included a further increase in the retirement age to 65 for
men and women, phased in between 2036 and 2048, and also changed
other pension parameters.

3. The package of Slovak reforms included a slightly higher contribution
rate, rising from 28.00 percent to 28.75 percent; a lower accrual rate of
1.19 percent per year, down from 2.00 percent for the first 25 years and
1.00 percent subsequently for a maximum of 67 percent; inclusion of
lifetime wages in computation of pensions rather than highest 5 of last
10 years’ salary; lower indexation, 50 percent to inflation and 50 percent
to nominal wage growth, compared to the previous 100 percent to nom-
inal wage growth; higher retirement ages of 62 for both men and women
phased in from the previous 60 for men and 53–57 for women depend-
ing on the number of children they had; and a tying of contributions to
benefits with the point system, making the ceiling on contributions the
same as the ceiling on pensionable wage.

4. Albania, Armenia, Croatia, Georgia, the Kyrgyz Republic, Poland,
Turkey, and Ukraine.

5. While men’s life expectancies in ECA countries tend to be significantly
lower than those for men in Western Europe, the differential for
women’s life expectancies with Western European countries is much
lower, resulting in an even larger difference between men’s and women’s
life expectancies in ECA countries.

6. Hamermesh (1993) provides a comprehensive survey of empirical stud-
ies of labor demand over a variety of countries and calculates this con-
sensus estimate.


